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SUBJECT: Manufacturers’ Investnent Credit/Affiliated Corporations Wwo File Conbined
Reports

SUMVARY

Under the Bank and Corporation Tax (B&CT) law, this bill would nodify the
definition of “qualified taxpayer” for purposes of the Manufacturers’ |nvestmnent
Credit (MC to include affiliated corporations that file a single conbined
report if one or nore of the affiliates is a qualified taxpayer and woul d al | ow
the credit against the tax liability of the conbi ned group rather than the tax
liability of the affiliate that earned the credit.

EFFECTI VE DATE

As a tax levy, this bill would beconme effective inmedi ately upon enact nent and
woul d apply to taxable or inconme years beginning on or after January 1, 1999.

LEG SLATI VE H STORY

SB 671 (Stats. 1993, Ch. 881); SB 676 (Stats. 1994, Ch. 748); SB 38 (Stats. 1996,
Ch 954.); SB 1106 (Stats. 1997, Ch. 604); AB 2798 (Stats. 1998, Ch. 323).

SPECI FI C FI NDI NGS

Exi sting state | aw, under the B&CTL, requires unitary corporations with
activities both within and outside California to conbine all activities when
det erm ni ng busi ness i ncome apportionable to the state for tax purposes. Under
the worl dwi de unitary nethod, the inconme of related affiliates that are nenbers
of a unitary business is conbined to determne the total income of the unitary
group. A share of the income is then apportioned to California on the basis of
relative levels of business activity in the state, as neasured by property,
payroll, and sales. The California incone is then apportioned to the nenbers
taxable in California, which retain separate tax identities and liabilities.

The B&CTL al l ows corporations to elect to deternmine their income on a “water's-
edge” basis. Water's-edge electors generally can exclude unitary foreign
affiliates fromthe conbined report used to determ ne incone derived from or
attributable to California sources.

The B&CTL al so allows the Franchise Tax Board (FTB) to permt or require the
determ nation of California tax liability by use of the unitary nethod. A

combi ned report is used by two or nore taxpayers controlled directly or
indirectly by the sane interests to determ ne the amobunt of income subject to tax
by each taxpayer in the group. Only unitary corporations that are at |east 50%
commonly owned file conbined reports. Brother-sister corporations as well as
parent -subsidiary corporations may file a conbined report, and foreign
corporations nust be included if they are unitary, unless a valid water’s-edge
election is in effect.
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The B&CTL provides for the use of an apportionnment formula when assigni ng

busi ness income of multistate and multinational corporations to California for
tax purposes. For nost corporations, this formula is the average of the factors
of property, payroll and doubl e-weighted sales. Each factor is the ratio of in-
state activity to worldw de activity. The conbined report is not a tax return;
it is used to determ ne the apportionnment percentage and the anmount of incone
attributable to California. Generally, each California taxpayer included in the
combi ned report nust file its own tax return using Form 100. However, sone
unitary groups may elect to file a group Form 100 and report the sum of the
separate tax liabilities of the unitary nenbers. Unlike taxpayers that file a
federal consolidated return, a taxpayer within the conbined report is not jointly
and severally liable for the tax liability of every taxpayer within the combi ned
report group.

Exi sting state | aw all ows taxpayers to use various credits against tax. GCenera
rules are provided in the lawwith respect to the sharing of tax credits. Unless
a credit provision specifies sone other sharing arrangenent, two or nore

t axpayers (other than a husband and wife) may share a tax credit in proportion to
their respective shares of the creditable costs. Partners may divide a credit in
accordance with a witten partnership agreenent. Generally, nenbers of a unitary
group cannot share tax credits; the nmenber that incurred the cost, clains the
credit. One exception to this rule is the |owinconme housing credit. The | ow

i ncone housing credit allows the taxpayer to elect to transfer the credit between
100% owned affiliated corporations, since the affiliate that incurs the costs
eligible for the credit usually incurs rental |osses and pays only the m ni num
franchi se tax.

The M C allows qualified taxpayers a credit equal to 6% of the anount paid or
incurred after January 1, 1994, for qualified property that is placed in service
in California. The MC may be carried over for a maxi num of eight years, or ten
years for small businesses. The taxpayer nust recapture any credit previously
allowed if the property is renmoved from California, disposed of to an unrel ated
party or converted to an unauthorized use within one year fromthe date the
property is first placed in service in California.

For purposes of the MC, a qualified taxpayer is any taxpayer engaged in
manuf acturing activities described in specified codes in the SIC Manual .
Qualified property is any of the foll ow ng:

1) Tangi bl e personal property that is defined in Section 1245(a) of the
Internal Revenue Code and used primarily:

for manufacturing, processing, refining, fabricating or recycling of
property;

for research and devel opmnent;

for the mai ntenance, repair, measurenent, or testing of otherw se
qual i fied property; or

for pollution control which neets or exceeds state or |oca

st andar ds.

2) The value of any capitalized |abor costs directly allocable to the
construction or nodification of the property listed in #1 above or for
speci al purpose buildings and foundations listed in #3 bel ow
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3) Special purpose buildings and foundations that are an integral part of
manuf acturing, refining, processing or fabricating, or research and storage
facilities that are part of the process, which are used by qualified persons
perform ng manufacturing activities described in specific codes relating to
comput er, accounting, and office machines, electronic equi prent and
accessories, biotech or biopharnmaceutical activities, sem conductor

equi pment manufacturing activities and certain aerospace manufacturing
activities.

For taxpayers engaged in conputer progranm ng and conputer software rel ated
activities, qualified property includes (1) conputers and conputer periphera

equi pment used in those businesses primarily for the devel opnent and nmanufacture
of prepackaged software or customsoftware prepared to the special order of the
pur chaser who uses the programto produce and sell or license copies of the
program as prepackaged software, and (2) the value of any capitalized | abor costs
directly allocable to the construction or nodification of such property.

This bill would nodify the definition of “qualified taxpayer” for purposes of the
MC to include affiliated corporations that file a single conbined report if one
or nore of the affiliates is a qualified taxpayer and would allow the credit
against the tax liability of all nenbers of the conbined group rather than the
tax liability of the affiliate that earned the credit.

Pol i cy Consi derati ons

This bill would raise the follow ng policy considerations.

Currently, affiliates that file a conbined report retain a separate
tax identity and liability. Generally, itens such as net operating

| oss carryovers and credits are not shared anong the menbers of the
combi ned group. For exanple, under current law, if one nenber of a
combi ned group incurs costs that qualify for a tax credit, but has
insufficient tax liability to utilize that credit, any unused anopunt
is carried over to future tax years, but is not applied to the tax
liability of any other taxpayer. This bill would provide an exception
to this policy.

This bill does not provide a nmethod for apportioning the MCto
affiliated nmenbers. Some who have supported the policy of combi ned
group use of credits have done so using the rationale that the

i nvest ment which gave rise to the credit is economcally a group

i nvestnent. That rationale would support apportionnment of credits to
all menbers of the conbined group, even those not California

t axpayers.

If tax policy is changed to allowthe MC to be applied against the
tax liability of other nenbers of the conbined group, perhaps sinlar
policy should be considered for all credits.

This bill would allow a credit to taxpayers that did not incur the
cost on which the credit is based, thus providing a benefit for the
action of another taxpayer.
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By treating affiliated corporations as qualified taxpayers, even if
not engaged in specified |ines of business otherwi se eligible for the
MC, this bill can be viewed as extending a manufacturing based credit
to otherw se non-qualified taxpayers.

| npl ement ati on Consi derati ons

This bill would raise the follow ng inplenmentati on concerns. Departnent

is available to assist the author with any necessary anendnents.

This bill defines each nenber of a conbined report as a qualified
t axpayer. However, the bill still requires that the credit be based
on costs paid or incurred by the qualified taxpayer for specified
property. The bill could be interpreted as requiring any nenber who

is otherwise a qualified taxpayer to have paid qualified costs.

This bill allows the credit to be applied against the “conbi ned tax
liability of the conmbined group.” Affiliated corporations do not have
a “conbined tax liability”; each affiliate retains a separate tax
identity and liability. Unless specific |language to inplenment this
policy is developed, it is unclear how this bill should be

i npl enent ed.

It is unclear how the M C recapture provision wiuld work. Wuld the
affiliate that clainmed the credit or the affiliate that actually

pl aced the property in service recapture the credit if the property is
renoved from service?

It is unclear how an all owed, but unused, M C would be carried forward
to future years, particularly if there are changes in the identity of
t he conbi ned group. For exanple, the entity originally generating the
M C could |l eave the group after the first year, and it is unclear how
the carryover anount would be allocated in this situation

If audit results nodify an affiliated group’s conposition, it is not
cl ear how an allocated credit should be reall ocat ed.
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FI SCAL | MPACT

Depart nental Costs

If this bill were anended to resolve the inplenentation considerations, this
bill would not significantly inpact the departnent’s cost.

Tax Revenue Esti mate

The revenue inpact of this bill is estimated to be as shown in the foll ow ng
t abl e:

Esti mat ed Revenue | npact of AB 1315 February 26, 1999
Ef fective 1/1/99, Enacted after 6/30/99

$ MIlions
1999-0 2000-1 2001- 2
($30) ($38) ($40)

This estimte does not account for any change in personal incone,
enpl oynment, or gross state product, which may result fromthis bill

Tax Revenue Di scussi on

The revenue inpact of this bill would depend on the anpbunt of manufacturers’
credit that is being carried over by subsidiaries and the liability of all
ot her menbers of the conbi ned group

This estimte was devel oped froman analysis of a sanple of returns filed
for the 1995 inconme year. Fromthe 1995 inventory of unused manufacturers
credit, approximately 13% of the total is accounted for by subsidiary
compani es which reduced their liability to zero, but still had unused
credits. Examning the liabilities of other nmenbers of the conbi ned groups
reveal ed that about 40% of that anount could have been applied against the
liability of other menbers of the group.

BOARD PCSI TI ON

Pendi ng.



